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universities directly and give them to students in the form of vouchers—
$9,000 vouchers at the flagship university, $6,000 for the other universities,
and $4,500 for the community colleges—and allow the universities to raise
their tuition by any amount, with the presumption that most will raise them
by the amount of revenue lost from the end of subsidies (that is, the amount
of the voucher).

Initially, the impact on students and universities of this change would
be almost close to zero, as total university funding would remain unchanged,
along with the out-of-pocket costs to consumers of university services.
Over time, however, the value of student vouchers would rise only with
the rate of inflation, and student loan aid likewise would be frozen in
real enrollment-adjusted terms. Thus, universities could not increase their real
per-student spending except by raising costs to the consumers themselves or get-
ting larger gifts from donors or grants for research. Paying tuition at five-digit
levels and providing a majority of university funding, students would
become more price-sensitive—and their money would be far more critical
than before. The notion of “consumer sovereignty” would come to higher
education. Universities would be far less cavalier than at present about clos-
ing students out of classes, offering classes taught by graduate students
barely literate in English, and continuing other dubious practices common
at the present.

Would tuition rates continue to rise faster than inflation? It is impossi-
ble to say with certainty, but with the incremental burden falling directly on
students and their taxpaying parents and their sensitivity to price increas-
ing, my hunch is that institutions would become constrained in their ability
to raise tuition by much more than the inflation rate. While it is possible
that universities might act in an implicit or explicit cartel fashion to try to
increase fees faster, | suspect the probability of this tactic being successful is
not high.

Moreover, the voucher plan could be modified to incorporate other
dimensions of public policy regarding higher education, such as issues of
access. Even with a $9,000 voucher, attendance at the $15,000-tuition flag-
ship state university is very expensive for low-income families. Currently,
discounting in the form of scholarships is practiced to ease that problem. If
desired, as a condition of winning political support from some constituen-
cies skeptical of vouchers at the K-12 level, the size of vouchers could be
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means-tested. For example, the value of the voucher for attending the flag-
ship university, while averaging $9,000, could be varied from $3,000 to
$15,000, depending on family economic circumstance.?

Political considerations aside, it might be argued that giving large
subsidy payments to provide income-enhancing educations to the children
of affluent professional or managerial workers is a dubious use of public
funds in any case. Given how questionable positive externalities in higher
education have earlier been shown to be, the case for providing subsidies
at all is already somewhat suspect. However, the income differential associ-
ated with college training may justify subsidies of those disadvantaged by
economic circumstance on the grounds of income redistribution and
equity. The “progressive voucher” approach, pursued aggressively, would
improve access of low-income individuals to college, yet be revenue-
neutral to the colleges themselves. It would essentially end the need for
state universities to give need-based scholarships and presumably reduce
tuition-discounting, making the financing of higher education more trans-
parent and uniform.

The voucher approach also would sharply reduce the perception that
state governing bodies (such as boards of regents) need to regulate the uni-
versity system. Since the universities would not be receiving state money of
any kind directly, the oversight previously provided by governments could
be more efficiently provided by the marketplace: If a university were to
behave abysmally, it would pay the price, as budgets suffered from declin-
ing enrollments. This “site-based management” approach encouraged by
vouchers has been found in other levels of education to work better on
average than centrally directed decision-making.>

The idea of vouchers for higher education is, of course, not a new one.
The GI Bill, first approved in 1944, gave money to students, not institu-
tions, and allowed them to go wherever they wanted—public or private
school, religiously oriented or nonsectarian. Similarly, federal loans and
grants, such as Pell Grants, are directed toward students, not institutions.
Some states have scholarship programs of modest size already in place.

Moving state funding from institutions to students (with $2400
vouchers) is actually happening, beginning in 2005, in Colorado. In that
state, strict constitutional spending limits under the Taxpayer Bill of Rights
(TABOR) have constrained total state university spending, including the
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part funded by tuition. Since vouchers will be directed to students, that
spending possibly will not count against the constitutional limits on spend-
ing by state agencies. These conditions led presidents of major Colorado
universities to support the voucher approach successfully.*

Vouchers are no panacea, however, and detractors cite problems
that might develop. An increased sensitivity of universities to the con-
cerns of their primary instructional customers—students and their
parents—could lead to a neglect of the research function. America’s
primacy in university research, which has led to U.S. domination of the
Nobel Prize awards and acknowledged world leadership in basic research,
could decline.

There is no reason, however, that research should suffer, at least not
initially. If voucher size is related to existing state subsidy levels, the vouch-
ers will incorporate the higher per-student funding levels associated with
high levels of research intensity. For example, instructional costs per stu-
dent are higher in large universities not because of smaller class size, but
because professors have lighter teaching loads, usually reflecting the fact
that they are doing more research. Subsidy levels currently reflect this, so
implicitly taxpayers are financing in part the research activities of the lead-
ing research universities. Moreover, a large portion of research is independ-
ently funded by government agencies like the National Institutes of Health,
and by private businesses. That funding would not be affected by the
change in the state subsidy-tuition system.

In a conversation with me, former Secretary of Education William
Bennett, a strong proponent of vouchers at the K—12 level, raised a second
objection, which he succinctly summed up with a question: “What would
happen to the Classics Department?”> By that, Bennett meant that areas of
low enrollment but considerable importance to our heritage as a civilization
would be neglected and suffer a loss of funds, as universities, in their quest
for efficiency and to provide students with what they want, reallocated
funds away from the humanities. This is a valid issue.

From a strictly empirical point of view, a decline in the humanities
has already occurred to a considerable extent without vouchers. Under
the status quo, that erosion is likely to continue. Already, universities
internally allocate resources in large part according to student interest.
Also, the implicit assumption that classics education (and education in
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other disciplines in the humanities and social sciences, like philosophy and
history) will disappear because of its unpopularity is dubious at best. First
of all, many universities have moderately flourishing departments in these
areas. For example, at the moment of this writing, my university’s classics
department (which recently also took in world religions, presumably for
administrative efficiency reasons given the small number of faculty in each
discipline), has over 180 students in Latin and Greek classes, plus more
than 200 others in world religion courses. Excellent instructors are teach-
ing a respectable number of students in classics at a cost per student not
radically out of line with other disciplines (particularly given the modest
salary levels for instructors in this area). I suspect my university is far from
unique. My guess is that voucherization would do little to classics educa-
tion (or that of allied humanities) that is not happening already.

When I posed Bennett’s question to the father of the voucher approach,
Milton Friedman, he replied:

I think we can say that if the market won't support a classics
department, I have very little doubt that private beneficence
would do so. Private philanthropy supports art institutes, ballet,
opera. Why should it not be capable of supporting a classics
department if there are many people who feel the way Bill
Bennett does?®

As usual, Professor Friedman’s logic is impeccable.

Transitional Issues with Voucherization. Although a quick conversion to
full voucherization could be done without immediate radical changes in the
overall budgets of affected universities, concern about such a significant
shift would probably lead individuals to resist it unless it were phased in
less abruptly. A five- or ten-year phase-in, for example, would give univer-
sities and people some time to adjust, acknowledging the fact that many
university costs are fixed in the short run (in part because of tenure).
Suppose we were to phase in vouchers over ten years, holding state
support per student constant in real terms over that entire period. Suppose
we were to take a typical mid-size university receiving $6,000 in subsidies
per student and begin the program immediately, assuming 2 percent
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inflation. If we removed the subsidy and converted it to vouchers in a
linear fashion over ten years, each year $600 less per student in direct sub-
sidy payments would be provided to the university. This year, the direct
subsidy would be $5,400, and the students would receive a voucher worth
$600. Next year, the direct subsidy would be $4,800, and the students
would receive $1,320 (giving the inflation adjustment entirely to the stu-
dent). In the third year, the direct subsidy payments to the university would
be $4,200, while the student voucher would be $2,042.

By this stage, the university would already be far more tuition- (and
voucher-) driven in terms of revenues than it was before the program began.
Some would persist in complaining that the funding formula threatened
the existence of the institution (largely because of forced efficiencies arising
from a stagnation in total real per-student funding levels). But the com-
plaints would be somewhat reduced by the certainty implicit in such a
phased-in approach that still-critical state subsidy funding, though dimin-
ishing, would continue.

Ultimate Privatization. In a world where no subsidies are paid by state
governments to universities for instructional costs, to what extent are uni-
versities “public” or “state” in nature? Only in a very limited way. The “state”
universities benefit in that only they are eligible to receive students’ vouch-
ers, giving them an advantage over other institutions.

The question then arises, why not let students go anywhere they want
to college? Why should public policy favor students attending univer-
sity X, which is “public,” over those going to university Y, which is “pri-
vate”? Would not fairness and equity allow all students, not merely those
attending historically state-funded schools, to receive funding from the
state? Would not the government better serve the welfare of the citizenry by
creating a level playing field, allowing students to exercise unlimited free
choice in institutions attended, including, perhaps, institutions located out
of state?

State universities would fiercely fight a system of vouchers usable at any
institution, arguing that private schools have large endowments that sub-
stitute for state institutional subsidies. Yet that argument, while generally
true, is trumped, in my judgment, by the fact that universities exist to serve
the welfare of the citizenry, and that welfare would be ill-served if the choice
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of where to attend college were distorted by the state’s subsidizing atten-
dance at some institutions and not others.

Again, a transitional scheme could be devised that gradually opens up
vouchers for universal use, allowing universities that are presently state
institutions to adjust to the impact of subsidy-broadening. For example, if
$6,000 vouchers were provided to attendees at four-year state universities,
over a period of five years vouchers could be extended to all institutions,
with those for private schools equaling 20 percent of those of public
universities in the first year, 40 percent in the second year, and so forth.
Also, during a transitional period, the state would continue to provide
capital improvement funds for traditional state institutions, but not pri-
vate schools.

Under such a scheme, within a few years the “public” and “private” dis-
tinction would become meaningless. To ease their angst over the inclusion
of private schools, the public universities should be freed of close oversight;
indeed, coordinating or governing boards over multiple institutions, such
as boards of regents, should be dissolved. The reduction in regulation in
some states would be of great value to these institutions, particularly where
the state-level governing board exercises close control, such as in the
California state university system. Within a decade or so of implementing a
voucher approach, we truly could privatize state universities and allow
students an unlimited choice of institutions.

The cost of extending vouchers to private school participants would
vary sharply by state, as the level of private school participation would vary
greatly—it would be high in eastern states with a strong private university
tradition, perhaps, and lower in areas with few private schools. If the fund-
ing of private schools were gradually introduced, the incremental annual
cost of funding would not be onerous, and inflation-adjusted subsidies
would probably rise no more than at present (since the assumption is that
vouchers per student would be kept constant in real terms).

Making vouchers progressive would address another objection to their
use, namely that the idea itself is highly regressive, taking funds from the
general taxpaying public and giving them to generally affluent kids attend-
ing private schools. Under progressive vouchers, the highly affluent stu-
dents would receive relatively little (perhaps even zero), and those most
economically disadvantaged would receive much more. By providing those
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from lower socioeconomic backgrounds with currently unavailable public
assistance to attend first-rate private schools, the goal of greater educational
access and economic opportunity would be served.

One further objection, raised by some engaged in the voucher debate at
the primary and secondary education level, is that private school participa-
tion in voucher programs potentially will compromise the advantages
that the “private” status provides. State governments will increase their reg-
ulatory grasp over private universities, which might also raise costs. For
example, a university might be required to agree to pay “prevailing wages”
on construction projects as a condition for participation in the voucher pro-
gram. Certainly, that would be a disadvantageous outcome.

The experience with the GI Bill and other scholarship programs admin-
istered previously by the federal government suggests that fears here are
overblown. In any case, a good argument can be made that the obvious
advantages to students of greater university access and choice outweigh this
rather theoretical disadvantage.”

The Second Paradigm:
Other Regulatory and Financial Options

The switch of public financial support from the producer to the consumer
of education services might appear too radical for some, even if it is imple-
mented over a significant transitional period. An alternative approach is for
state governments to impose new rules or regulations on universities
designed to reduce spending, or provide financial incentives for them to
engage in cost-cutting. Such an approach has a danger of leading to exces-
sive bureaucratic interference in university affairs, reducing the entrepre-
neurial initiative of individual institutions and creating distortions in the
allocation of resources. However, it is likely to prove popular with politi-
cians wishing to show they are “doing something” about the rising costs of
attending college.

Price Controls. An approach used in some states, including my own, is
for either the legislature or a statewide governing board to set tuition levels
for all institutions (strong version), or place caps on the size of tuition
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increases decided upon by each institution (weaker version). To be mean-
ingful, the permitted tuition levels are lower than what universities them-
selves would have established on their own.

As with any kind of price control, this approach has its problems. Rigid
control of tuition levels might lead universities to deny access to some
students, as the mandated fee will be below the market-clearing one. Price
controls universally create shortages, and higher education is no exception.
Alternatively, universities will try to circumvent the fee limits either by
reducing the quality of the offerings or by charging fees for activities cur-
rently provided “free,” such as use of recreational facilities. The assessing of
“technology fees” has grown exponentially in recent years, in part to cir-
cumvent limits on tuition growth.

Another way to evade tuition caps is to charge instructional fees at the
individual college level on top of the basic university fee. Where uniform
fees are established for all campuses of a large university (such as the
University of California), or for various independent universities in a multi-
institutional system, market forces are not allowed to work efficiently. The
high-demand school will be forced to turn many students away (more than
it perhaps wants to), while the low-demand schools may well have below-
optimal (from their perspective) enrollments. Individual institutions should
be encouraged to engage in price competition, not be prohibited from it.

Tax Tuition. In an e-mail to this author discussed in an earlier chapter,
Milton Friedman mused that instead of subsidizing instruction at universi-
ties, the government perhaps, on net, should tax them.® An approach I find
preferable to tuition price controls is for state governments to reduce sub-
sidies to universities that raise their tuition levels a lot, lowering the revenue
gain from such increases but not prohibiting them. Suppose university X
charges $6,000 in in-state tuition. Suppose the state imposes a tax, payable
by the university, of 50 percent of any tuition increase in excess of, say the
annual increase over the past 12 months in the Consumer Price Index for
All Urban Consumers (Consumer Price Index-U, or CPI-U, the Bureau of
Labor Statistics index most often used to gauge inflation in the United
States). Suppose the CPI-U rises 2 percent. University X could raise its
tuition by $120 (2 percent) without paying a tax. If it chose to raise it by
$300, however, it would have to pay the state a payment equal to $90 per
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student (one-half of $300 minus $120). Since universities typically increase
student financial aid by 10 or 20 percent or more of incremental tuition, the
tuition tax would sharply limit revenue gains from raising tuition.

A variant on the model above would be to increase subsidies to univer-
sities that raise tuition less than the rise in the CPI-U (or whatever the base
chosen). If university X in the above example froze tuition at the previous
years level, for example, it would receive 50 percent of the permissible
($120) tuition increase per student in added state assistance. For most state
universities, to freeze tuition (or come close to that) would require some
cost reduction from normal practice. The subsidy/tax could have some pos-
itive impact on cost containment, albeit in a somewhat bureaucratic, one-
size-fits-all approach imposed from above.

End State-Subsidized Prepaid Tuition Plans. A significant number of
states have created plans that allow individuals to buy tuition credits in
advance. Each credit pays for, say, one semester of tuition at any university
in the state. These plans issue an open invitation to universities to raise
tuition, and to engage in all sorts of chicanery in doing so. Students with
ample prepurchased credits have a perfectly inelastic demand for univer-
sity education with respect to price. The tuition is irrelevant to the student,
since the state has guaranteed it will cover the cost for a given time period.
When the proportion of students with such plans is large, universities have
enormous incentives to raise tuition substantially. In 2003, Miami Uni-
versity, a highly selective Ohio school, announced that it was eliminating
the tuition differential between in- and out-of-state students, raising the fee
for in-state students from the current $7,600 to the out-of-state rate (cur-
rently $16,324), and giving generous scholarships to in-state students. It is
my suspicion that the reason for this is that Miami plans to bill students on
the state’s prepaid tuition credit plan the full fee, thus enhancing its rev-
enues without hurting students.”

Change Tax Benefits. A whole host of tax benefits has contributed to
the sharp increase in tuition costs at both public and private institutions.
Tuition tax credits administered federally and in some states have lowered
the tax liability of families sending children to college, increasing demand
for university education and raising tuition. One way to put the brakes on
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surging tuition would be to reverse the process, reducing or eliminating
such tax benefits and making families far more sensitive to price in college
selection.

States or the federal government could use the threat of tax credit elim-
ination as a way of moderating tuition increases, forcing universities into
some of the cost-containment measures discussed in the previous chapter.
One approach would be to restrict eligibility for tax credit relief to students
attending those universities that have raised tuition less than X percent over
the previous year, or perhaps over the previous three years (or both).
Universities would have powerful incentives to make the list of eligible
institutions.

An alternative (or additional) tax-related approach involves tax deduc-
tions for charitable contributions. Why should individuals giving money to
universities that are sharply increasing their prices pay lower taxes than oth-
erwise financially identical individuals who make no such contributions, or
who make contributions to schools whose commitment to affordability
is demonstrated by modest tuition increases over time? To be sure, some
university contributions go to finance non-instructional missions, such as
worthy research efforts like finding cures for cancer, or college sports, so
tying tax deductibility solely to policies relating to instruction is a ques-
tionable strategy (although an out-and-out prohibition on tax deductions
for contributions to support college athletics might be justifiable by itself,
given the often scandalous commercialization of intercollegiate athletics).

As universities build ever-more luxurious facilities to lure students and
provide tax-free enjoyments for university staff, the case for subsidizing
those activities through favorable tax treatments becomes highly suspect.
Why should a person giving funds for a fancy recreational center, stadium
loges, or a student union building at an expensive university get a tax
deduction? Why is this use of funds favored over giving money to build a
new clubhouse at an upscale country club?

Subsidy Reduction or Realignment. As the federal and state governments
face growing financial pressures arising from the inefficient health care
delivery system and demographic changes (such as an aging population, or,
in some states, rapidly growing young immigrant communities), the temp-
tation on the part of states is to reduce the rate of growth in university
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subsidy support. Previously I argued that the case for support is intellectu-
ally and empirically rather weak. Therefore, I would not be surprised if state
support for higher education grows fairly tepidly over the next decade or
so, and possibly even falls on a real per-student basis.

This development would, in turn, increase the desire on the part of uni-
versity administrations to raise fees even more. In the long run, however, as
tuition rises relative to income levels, the price-elasticity of demand for tra-
ditional higher education will almost certainly also rise, particularly in the
face of proliferating substitutes, such as private certification, for-profit
schools, and online learning. As customers become more price-conscious,
universities will, reluctantly to be sure, be forced into cost-saving reforms
such as those suggested in the previous chapter.

Consumers already are showing a rising sensitivity to price as tuition
goes higher. For example, in fall 2003, Ohio’s institutions of higher educa-
tion, like those around the country, raised tuition far more than typically. 10
The increases were greatest at the four-year residential universities. As a
consequence, enrollment at the main campuses of those institutions was
barely changed from the previous year (up 0.5 percent), while enrollment
at the low-cost community colleges and university branch campuses
increased proportionally seven times as much (over 3.6 percent).1l As the
absolute and relative price differential between the high-cost and low-cost
alternatives grew, more students picked the low-cost option.

In some states, the government gives largely lump-sum grants to the
universities, while in many others the subsidy is determined by a formula,
often somewhat elaborate. By tinkering with the formula, state govern-
ments can force some changes in the way universities do business. For
example, if there is a general perception that the push for research has gone
too far and is yielding low marginal returns on the investment, a state could
sharply lower subsidies per doctoral student while raising them for under-
graduates, putting some pressure on schools to get rid of expensive, low-
demand graduate education and give more attention to undergraduates.

Mandated Cost Reductions. Rather than try to effect change by altering
revenue streams in a way that they hope will lead to more cost-conscious
behavior, states might directly mandate certain forms of cost reductions.
They might, for example,
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* Forbid the granting of tenure, or require rigorous post-tenure
review.

* Mandate minimum teaching loads for all faculty members, or a
stated average teaching load, allowing some flexibility for indi-
vidual faculty members.

e Limit administrative staff, insisting, for example, that the
number of support staff not exceed the number of full-time-
equivalent faculty members.

* Forbid the continuance of doctoral programs with fewer than
five full-time resident students, or ones that graduate fewer than
five students over a five-year period.

 Limit university subsidies to intercollegiate athletics, including
private donations, to 2 percent of the instructional budget, with
severe financial penalties for violating the rule.

* Limit overseas travel of university administrators, or the pur-
chase of luxury cars, university aircraft, or posh SUVs, even with
privately provided funds.

To ease the pain of complying with such rules, special compensation
increases for those institutions that successfully implement them might be
provided as a carrot to go along with the stick of state regulations.

I would not be surprised to see moves along these lines implemented
as angry legislators seek to “do something” about rising tuition costs. And,
no doubt, some of the mandates suggested would be cost-reducing and
maybe even desirable on other grounds. At the same time, however, I view
this as a distinctly less-desirable, second-best approach to reinventing
college education.

Why? Top-down mandates fail to take into account particular condi-
tions and traditions of institutions, and thus often prove counterproductive.
If the legislature mandates that all professors shall teach two courses per
term, Professor X, an eminent scholar hired as a research scholar with an
expectation that he will teach one course every other year, might leave
on the grounds that the mandate violates the conditions of his employ-
ment contract. State-imposed mandates are often inconsistent with the
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imperatives of the academic marketplace. If the legislature states that “aver-
age teaching loads shall equal nine credit-hours per week,” universities will
do interesting things in defining what an “hour” is, for example, giving four
credit-hours for a class that meets three hours per week. (Actually, the three
hours is more likely three fifty-minute lectures, or two and a half hours,
according to the nonacademic definition of “hours.”) The small school with
twelve-hour teaching loads might actually lower its loads, using the law as
an excuse. When all is said and done, probably little teaching time would
be gained, but there would be lots of energy and resources expended in
interpreting, fulfilling, and/or evading the mandate.

It would be far better to foster cost-consciousness in less rigid ways.
Providing vouchers, for example, would give consumers greater clout in
resource allocation, thereby stimulating greater competition for students. If
mandates are to be imposed, it should at least be done in a manner that
allows some institutional flexibility in meeting their intent.

Conclusions

An excellent case can be made simply to defund public support of higher
education. The evidence of net positive externalities—or spillover effects—
is very limited. Political reality, however, makes this an unlikely option in
the near future.

There are two politically realistic approaches to public policy designed
to reform higher education. The first emphasizes decentralized decision-
making and allowing market forces to nudge university participants into
voluntarily taking those actions consistent with institutional objectives that
would reduce costs. The second emphasizes centralized mandates,
enforced presumably by an arm of the state government, such as a board of
regents or equivalent group. University autonomy and freedom of action
would be more severely circumscribed than at present in an attempt to stem
the decline of productivity.

A very strong case can be made for granting more higher education
subsidies directly to students, gradually reducing and perhaps eliminat-
ing altogether general institutional subsidies. If done comprehensively,
“state” universities as we know them today would disappear. Support to
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individuals via vouchers could be altered to take into account differential
socioeconomic status, if desired. Inasmuch as the evidence that universities
on balance have positive externalities deserving public support is increas-
ingly suspect, part of the reform effort should be to reduce the continued
growth in aggregate governmental support.

As they do in nearly every other human endeavor, entrepreneurship
and individual initiative can promote progress in higher education.
University entrepreneurship is best served by allowing administrators
considerable freedom of action. While state governments can set the
parameters for decision-making by their financial decisions, they will stifle
creativity and endanger the ability of institutions to carry out their distinct
missions if they impose one-size-fits-all mandates from on high. By con-
trast, accountability and discipline are better fostered using a market
approach, increasing competition, and giving the customers—students and
their parents—more clout. Accordingly, it is hoped that greater attention
will be given to moving toward a voucher approach to funding higher
education, ultimately opening vouchers for use at both private and public
schools—a move that ultimately might render the distinction between the
two types of institutions largely meaningless.
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The Future of the American University

The functions of universities are eternal—the passage of knowledge from
one generation to another and the creation of new knowledge are at the
heart of what universities do, and those functions will always continue. Yet
this book began with the observation that universities are not the only insti-
tutions available to perform those functions, and it demonstrated that
several new substitutes for traditional forms of higher education already
provide competition for conventional universities, which have become
costly, inefficient, and complacent.

The heart of economic theory is the theory of relative prices, which says
that if the price of something rises relative to the price of other (substitute)
goods, people will want to buy less of it—and more of the substitutes. The
price of a conventional college education has risen sharply, however meas-
ured, and already there is a sharp increase in the use of substitutes, such as
for-profit schools.

In some mathematical sense, the high rate of tuition growth at the tra-
ditional universities is unsustainable in the long run; at some point, tuition
will absorb a huge proportion of lifetime family income. Consequently,
without major reform of traditional universities, students will flee them for
the new substitutes—for-profit institutions, computerized instruction
beamed into the home, certification programs offered by private companies
or organizations, and the like. This book devoted two chapters to dis-
cussing ways that universities, bowing to this imperative, will fight back by
cutting costs, either voluntarily or under coercion from the governments
that provide a large proportion of their funding.

Many problems of modern American universities relate to their being
highly subsidized, sheltered institutions that have been too immune to
pressures from the market to be efficient in a financial sense. Some would
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argue they have not even been very accountable in terms of faithfully serv-
ing their main educational missions. Supporters assert, with some justifica-
tion, that “we have the best universities in the world,” and that there is far
more to universities than providing schooling for undergraduate students.
We lead the world in cutting-edge research, and universities sometimes
play other positive roles in the communities they serve.

Still, at the margin, the evidence is far less positive. Costs are rising
sharply with little evidence that educational quality is increasing. Much
“research” is highly marginal, serving little utilitarian purpose and not even
spreading humanistic ideals. The corruption of college athletics, the occa-
sional scandals over college admissions, the growing politicalization of the
academy, lax standards, the construction of extremely luxurious facilities,
and excessive student party-going threaten public trust in our institutions
of higher education, along with the immense subsidies that allow universi-
ties to operate as they do.

The existence of universities as ivory towers somewhat insulated from
the pressures of modern societies is both one of their strengths and their
greatest weakness. One dilemma relates to universities’ legitimate role as
refuges for unpopular ideas and heretical thoughts. Conventional wisdom
should not be allowed to intimidate dissenters or completely monopolize
the public discourse, since out of unconventional ideas often comes
progress. As President Lee Bollinger of Columbia University recently put it,
“With all the pressures toward the closing of our minds that come with con-
flict in the public arena, its not a bad idea to have special communities like
universities distinctly dedicated to the open intellect.”!

Yet the assumption that universities promote “the open intellect” is
increasingly questionable in American academic life. One commentator
responding to Bollinger declared that “American academia is a forum for
destructive political and social propaganda, for conventional wisdom, for
mindless adherence to dogma in the name of, ironically, open-mindedness.”?
Another commented, “There is a distinct lack of academic freedom and a
pervasive effort to squelch unpopular theory, research and opinion on the
American campus.”

Yet “open-mindedness” is the key to progress and the evolution of a
prosperous, civilized society. The rise of Christianity two millennia ago and
of the modern scientific method half a millennium ago are examples of how
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unconventional thoughts became important, positive factors in the evolv-
ing lives of the population. Universities can and often do play con-
structive roles in effecting social and technological change. How can this
dissent, these unconventional ideas, be protected while still allowing
market forces, with their tendency to provide needed financial discipline,
to play a constructive role in making universities affordable and accessi-
ble to the citizenry? In several chapters of this book, we wrestled with
some specifics related to this broader question, asking, for example, how
universities can obtain the advantages of faculty tenure without all of the
current costs.

As 1 see it, the “root causes” of the tuition price explosion in univer-
sities are fourfold. They are:

* The impact of third-party payments. Third-party payments have
reduced the sensitivity of the consumers of higher education to
its costs. This is precisely the same thing that happened in med-
ical care, with similar results. The third parties here, of course,
are governments providing subsidies, loans, and the like, but
also private philanthropists giving money. It is a simple fact of
human nature that when someone else is paying a large portion
of the bills, consumers pay less attention to price.

* Price discrimination. Universities have taken increasing advan-
tage of the fact that upper-income individuals are less price-
sensitive than those with more modest means, boosting the
price differential charged to students from more affluent families
through the device of scholarships.

* Cross-subsidization. By diverting resources from instruction to
other purposes, universities have increased their need for higher
tuition to cover the costs of instruction.

* Lack of financial discipline. The absence of any important incen-
tives for universities to reduce costs and achieve efficiency has
arisen from the lack of a bottom line of profits. In private enter-
prise, the quest for profits leads firms to offer rewards to
managers and employees who follow a strategy of minimizing
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costs for goods or services of any given quality. In the public sec-
tor, without a clearly defined measure of success, there is a lot of
“rent-seeking,”—using public funds to enrich individuals. This
lack of financial discipline is implicit in a nonprofit environment
where markets are only allowed to work to a limited extent.

As tuition increases begin to lead even the affluent to revolt, universities
are going to have to change their ways to some extent. The pressures on gov-
ernments to fund other activities have grown in recent years. Most notable are
the health care obligations that will continue to grow over time with an aging
population, and an inefficient health care delivery system. As push comes to
shove, politicians will be faced with the choice of raising taxes, cutting health
care benefits, slashing aid to public schools, or reducing higher education
support. The health of the elderly and the education of younger children
have, to this point at least, proved to be the politically more pressing needs,
so the higher education share of state budgets has actually declined modestly
in recent decades. For example, in fiscal year 1980, higher education
accounted for 9.23 percent of the direct general expenditures of state and
local governments, declining to 9.01 percent by fiscal year 2001.4

This decline accelerated in the aftermath of the 2001 recession. For
example, in 2003—4, Colorado reduced state appropriations by double-
digit percentages, allowing large tuition increases; the University of
Colorado estimated only about one-tenth of its expenditures would be
covered by state appropriations. These conditions helped in the May 2004
adoption of Governor Bill Owen’s proposed voucher system, which will
also include three private colleges. Moreover, the upsurge in private sup-
port for universities that began in the late 1990s is not permanently sus-
tainable, given that the stock market boom that led to a spectacular increase
in personal wealth is not likely to be replicated on a sustained, substantial
basis at any time in the near future. Thus, the past rate of growth in third-
party payments, both public and private, is slowing.

Universities bemoan this reduction in relative support from third par-
ties, especially the government. Yet the theoretical justification for the sup-
port is weak and declining over time. As Milton Friedman indicated, there
are negative as well as positive externalities to higher education.
Externalities are hard to measure, but the statistically significant negative
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correlation between university funding and economic growth in the United
States suggests that, at the very minimum, state funding should be reduced,
if not eliminated.

Rationalizing Public Policy: Piecemeal Approaches

Even in the absence of any governmental action, inevitably some changes
will come to higher education that will slow down the productivity decline
and introduce some needed reforms. Government subsidization has made
people less sensitive to cost considerations than they otherwise would be,
but not totally insensitive. At some stage, more and more Americans are
going to “just say no” to higher university costs.

Yet this process is likely to be accelerated by governmental interventions
of various kinds at both the federal and state levels. Political entrepreneurs are
going to want to score points with the public by “doing something” about the
cost explosion in higher education. Already there are signs that this is occur-
ring, with moves at both the federal and state levels designed to discourage
universities from raising tuition charges as much as they have in the past.
Alternatively, other politicians, including President George W. Bush, are pro-
posing to deal with the tuition explosion with increases in such things as
student loans and tuition tax credits.

These moves are no more than a second-best approach to solving the
problem, and they may actually worsen the existing situation. Take, for
example, the expansion of federal student loan programs and increased tax
credits for college tuition expenses. These moves increase third-party pay-
ments, a root cause of the problem. They increase the demand for higher
education at existing price levels, providing incentives for universities to
raise their tuition further and increasing economic rents (payments made
with nothing provided in return). As Congress debates reauthorization of the
Higher Education Act, I hope that it does not simply adopt a large election-
year increase in appropriations that would worsen the problem. While
there is great merit in giving assistance directly to students (the federal
approach) as opposed to institutions (the main state governmental
approach), doing both simultaneously is a recipe for inefficiency and infla-
tion, both of which have been produced in abundance in recent decades.
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While other steps that might be taken still do not deal with root causes,
they are less egregiously wrongheaded than expanding student assistance.
Some might even be modestly beneficial. For example, the notion of “tax-
ing” universities for tuition increases above a certain level actually serves
to reduce the net subsidies provided universities by government—on
the whole a good thing. If I were a state legislator, I might well support
such legislation. Legislation removing subsidies for extremely expensive
doctoral programs might fall into the same category, although on balance
I think it is highly preferable to allow individual institutions flexibility
in how they distribute reduced subsidies. For example, a doctoral pro-
gram at some middling-quality state university may be small and rather
costly—but it may also be the best program of its kind in the country, and
the jewel in the university’s crown. In such a case, the university might
well want to reduce other less costly, but qualitatively less-distinguished,
programs if faced with reduced state subsidies. It is reasonable to allow it
to do so.

Generalized edicts on spending or subsidy reductions issued from state
capitals or Washington fail to take into account the individual circum-
stances of institutions, and implicitly assume, wrongly in my judgment,
that the people in the state or national capital know better how to reduce
costs than those intimately familiar with university operations. To be sure,
the individual university presidents do not want to make cuts, but they will
do so if forced by financial circumstance. The reduction in state support
after the 2001 recession brought about numerous instances in which state
universities “bit the bullet” and cut whole programs—but ones that they felt
were marginal to their missions.

I would predict that there will be increased efforts by legislators to man-
date certain practices at state-supported universities. The two leading pos-
sibilities are legislation abolishing tenure and efforts to increase the teach-
ing loads of faculty. As indicated earlier, I am highly ambivalent about
tenure. It can be an extremely costly device that robs universities of the abil-
ity to reallocate resources in a timely fashion. Tenured professors use their
power to block new initiatives and to maintain costly, outmoded programs.
Its role in higher education certainly needs to change. Yet tenure is a rela-
tively effective means of protecting free speech and expression—which is
critical to a vibrant academic community.
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My own preference is to make tenure optional for individual faculty
members, something that can be “purchased” from a fixed sum provided
faculty as part of the fringe benefit compensation package. Faculty members
wanting tenure would be charged an amount equal to the estimated cost that
this contractual arrangement imposes on the institution, and would have
either to take less of other fringe benefits, such as costly health insurance, or
accept an implicitly lower salary. Out-and-out legislative abolition of tenure is
a crude, one-size-fits-all approach to the problem. The costs of tenure need
to be realized and made explicit. But prohibiting one type of contractual
arrangement between universities and their employees is not the answer.> It
would be particularly ironic in this age of five- and sometimes ten-year con-
tracts for college athletic coaches and even presidents to prohibit faculty
members from having contracts of, say, more than one year in duration.

Mandating minimum teaching loads is a similarly crude way of trying
to increase allocation of resources toward instruction. Blanket-minimum
teaching loads for all faculty members is a truly bad idea, as some faculty
are much stronger in research than in teaching. Legislative mandates of this
sort would lead to well-known scholars deserting state universities where
such restrictions exist, as those mandates are inconsistent with market con-
ditions for superstar faculty.

Not nearly as bad are restrictions placed at the institutional level mandat-
ing some minimum average teaching load for all faculty members. Again,
however, my preference would be to give institutions flexibility on resource
usage. For example, a university wishing to expand faculty participation in
online instruction should be able to give its faculty fewer classroom contact
hours in return for some online instructional participation. New technologies
are leading to more nonclassroom types of instruction, and laws mandating
teaching loads very possibly could retard the development of promising new
cost-reducing approaches that are instructionally effective, substituting rela-
tively cheap capital for expensive labor resources.

Rationalizing Public Policy: More Systemic Reform

In short, I do not see a great deal of promise in piecemeal efforts on the part
of legislators at either the state or federal level to reform higher education.
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However, a much more compelling case can be made for more fundamen-
tal reforms, moving in the direction of privatization and reducing the neg-
ative effects of third-party payments.

Returning to first principles, there is no particular justification for mas-
sive government subsidies of higher education unless it can be shown that
there are net positive externalities. At the most, it could be argued that in
order to promote goals of equal economic opportunity, some subsidies for
lower-income children might be appropriate. Claims of vast positive exter-
nalities of higher education are just that—claims, usually articulated by
scholars who benefit from governmental support of their institutions.

While it is hard to measure externalities, the little empirical evidence I
was able to analyze is more consistent with the position that universities, on
net, have negative externalities—economic growth is less in states with
large state subsidies of higher education, for example, and, with other
things being equal, people tend to “vote with their feet,” moving out of
high-subsidy states. To the extent this evidence is reliable, there is actually,
as Milton Friedman suggests, a better argument for taxing rather than sub-
sidizing higher education.

A more cautious position would be to say that, on balance, the hypoth-
esis that there are net positive externalities to higher education is not sup-
ported by the evidence. That conclusion would suggest that governments
should be neutral toward higher education—neither promoting nor dis-
couraging it through tax and regulatory policies. That, however, is current
governmental policy toward, say, used car dealers. It would suggest that
optimal policy would be for governments to disentangle themselves from
assisting in the financing of instruction. With respect to private donations,
the case for charitable tax deductions would largely vanish as well.

There are two caveats: First, universities perform some research activ-
ities that conceivably could be worth subsidizing independent of the
instructional functions of those institutions. Second, it is empirically a
fact that there are large earnings differentials associated with higher
education attainment, and thus a case can be made for providing some
subsidization of students for whom access to higher education would oth-
erwise be difficult. This, however, would have to be done in a way where
the spending truly improved access significantly, and that is not the case
at the present.
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Even these caveats, however, may not be particularly valid. For exam-
ple, in the absence of government, there is a high likelihood that charitable
contributions would fund more research that might have long-term positive
externalities. Private research efforts have risen sharply in recent years.
Research institutes, both privately owned, like the Battelle Memorial
Institute and the American Enterprise Institute, and government-funded,
like the National Institutes of Health and the Rand Corporation, can and do
support efforts to expand the frontiers of knowledge. There is some evi-
dence that when public assistance payments are reduced, a significant
minority of the slack is picked up by private contributions.® It is very likely
the same thing would happen with respect to financial assistance to lower-
income students wishing to attend college.

Thus a strong case can be made for government gradually (or perhaps
even less gradually) withdrawing from financing higher education alto-
gether. Since people plan financially on having government support for
college funding, it probably would be prudent to withdraw funding over an
extended time period, say ten or even fifteen years. To make such a move
palatable politically, a governor could call for a phase-out of state subsidies
over a ten-year period, with the funds saved used to finance reductions in
taxes, such as the personal income tax. State budgetary data indicate that
elimination of higher education funding would allow reductions of income
taxes on the order of 30 percent or more in many states—hardly an inconse-
quential amount. Since there is an abundant scholarly literature suggesting
that a negative relationship exists between state and local taxes and economic
growth, such a proposal would stimulate economic growth as well.”

Already, there are some early moves in the direction of privatization.
The University of Virginias graduate business and law schools no longer
receive state subsidies and will formally end their funding association with
the Commonwealth of Virginia within the year. Thus, in a sense, the
University of Virginia is being partly privatized, a little at a time. The idea
of full privatization has been mentioned. In South Carolina, Governor Mark
Sanford recently proposed that state colleges be given the option of freedom
from oversight by a strengthened higher education commission, in return
for an end to government funding.®

Notwithstanding the above, the out-and-out elimination of support for
higher education will probably not be politically feasible in the near term,
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despite the manifestly strong arguments for it and the possibility of dan-
gling tax relief before voters as a reason to support it. Universities and their
friends have strong lobbies, while the lobby to end government support for
higher education, even with lower taxes, is likely to be small indeed.

Move to Student-Centered Funding. Following Colorados move to
shifting public funding from providers to consumers, however, may well
have far more appeal, and is a start in the direction of privatization.
Vouchers are proving relatively popular at the primary and secondary
level, although even here the political forces supporting the status quo
have thwarted most attempts to introduce them. However, the tradition
of vouchers is fairly well established at the university level. The GI Bill
implemented after World War II led to a massive increase in university
enrollments—and it was, in effect, similar to a voucher program, since
individual students controlled the disbursement of federal payments to
institutions based upon their choice of university. Many states have schol-
arship programs that give scholarships to citizens usable at any institu-
tion in the state. Moreover, unlike government primary and secondary
schools, public universities already charge tuition, and vouchers are
merely another form of scholarships. Indeed, given the antipathy of some
toward the word “vouchers,” politically it probably is more desirable to
speak of expanding state scholarship programs.

The elimination of university subsidies and replacement of them with
expanded student scholarships would have many advantages over the exist-
ing system. First, it would make universities more responsive to their pri-
mary customers, the students. Funding, at least for state universities, would
be tuition-driven, and schools would have to be popular, in high demand,
to increase their revenues. Universities that treated their undergraduates
with contempt and gave them third-rate instruction would suffer relative to
institutions that genuinely put a good deal of emphasis on meeting stu-
dents’ needs. Institutions that engaged in unreasonable practices, such as
attempting to censor some sorts of speech, or forcing students to take polit-
ically correct but unpopular courses, or massively subsidizing intercolle-
giate athletics at the expense of instruction, or allowing students to engage
in rioting, could face some significant negative financial ramifications as
enrollments declined in the wake of adverse publicity.
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Second, the transition to scholarship funding can be an opportunity to
end, and even reverse, the growth in real third-party payments per student
that is a major cause of the tuition cost explosion. Indeed, the legislation
creating scholarships might very well state that they will stay the same in
nominal dollars over time, or be increased only at the rate of inflation, as
measured by the CPI-U.

Third, over time, the inequity created by providing state assistance to
some students (those attending public schools) but not others (those
attending private schools) could be eliminated.

My suspicion, based on some casual empiricism, is that vouchers would
lead to significant increases in the productivity of universities. I taught for a
couple of years at a remarkable institution that incorporated many of the
attributes of a voucher approach, namely the Economics Institute (EI) at the
University of Colorado, sponsored by the American Economics Association.
The EI provided intensive training in English and some introduction to grad-
uate work in economics to foreign students planning to enter graduate pro-
grams at American universities. Run for decades by an energetic academic
entrepreneur, Professor Wyn Owen, the EI was tuition-driven financially, with
virtually no direct government support. Whenever enrollments fell because
of a crisis in some region of the world, the Institute instantly adjusted its staff
size and teaching loads accordingly. (There was no tenure.) Administration
was lean and mean. Faculty members who did a mediocre job were not
rehired, but those who excelled were well compensated. The Institute bought
its own facilities out of cash flow and offered first-rate instruction, with some
lectures provided by faculty from top schools, such as Yale and Stanford. I
believe the pressure of having to please students (and their scholarship spon-
sors) was a key to the EI's being high quality, cost effective, and successful

As successful as the EI was, however, it ultimately went into decline,
partly, no doubt, as a consequence of managerial mistakes, but also as a
result of something it could not control or compensate for: the impact of
the September 11, 2001, terrorist attacks. Sharp restrictions on the issuance
of visas, a problem for many institutions, had a devastating impact on the
El. Like other market-driven institutions, the EI prospered and suffered
with changing conditions, and it is being closed down.

As indicated earlier, the move toward a scholarship-based funding sys-
tem almost certainly would have to be accomplished over a period of years,



THE FUTURE OF THE AMERICAN UNIVERSITY 223

hopefully not exceeding ten and preferably closer to five. To me, the best
approach would be to lower the absolute dollar-per-student subsidy in a
straight-line fashion over a number of years, reducing uncertainty to
university administrators about the transition process. Other variants, how-
ever, are feasible.

The voucher-scholarship approach can and probably should be mod-
ified in a way that ought to appeal to groups at opposite ends of the polit-
ical spectrum. A “progressive” voucher approach would vary the amount
of student grants inversely with income. For example, a student from a
very low-income household might receive a voucher for $12,000, while
a student from a very wealthy family would be excluded from eligibility,
or receive a voucher of, say, $3,000. This approach would be very appeal-
ing to liberals worried about equal educational and economic opportunity,
since students from low-income homes would receive greater guaranteed
support than is currently the case while having access to high-quality
private institutions. Libertarians and some conservatives might like the
approach because it would reduce or even eliminate subsidy support for
a significant subset of the population (say the 25 to 50 percent most afflu-
ent college students), reducing the role of government in higher educa-
tion and potentially reducing total expenditures, and allowing for lower
taxes than otherwise would be the case. This is a way of moving closer to
the ideal public policy, which is essentially defunding public education.

A five- to ten-year transition to scholarship funding could gradually
increase the costs to children of higher-income families of attending state
universities. Universities would raise their tuition significantly during the
period in which subsidies were being withdrawn, but there would be no
dramatic immediate increase in fees.

The Ultimate Reform—Privatization of Higher Education. A move to
scholarships is a large step toward privatizing higher education. This could
involve converting schools to private, not-for-profit institutions. Private
schools have some advantages over public. Their boards of trustees are
usually selected on the basis of dedication to the university, not political
considerations. A host of state regulations that govern public agencies
would be ended. Universities would be rid of the costs of lobbying legisla-
tures for funds.10
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An even more radical reform would combine a move toward vouchers
with the conversion of universities to for-profit institutions. Universities
could be sold to for-profit companies (like Apollo Group, owner of the Uni-
versity of Phoenix), with the proceeds—net of university debt obligations—
going toward taxpayer relief or endowing part of the future voucher
obligations of government. An alternative would be to give a significant
proportion of the shares to university employees, providing them with
incentive to engage in cost-reducing strategies designed to make the insti-
tution more profitable in the new market setting. Faculty would be more
willing to teach more students, for example, if they thought it could lead to
an increase in their wealth. The gift to faculty and administrators of a sig-
nificant portion of the educational enterprise would be an inducement to
accept the loss of job security that might come with privatization. The expe-
rience of existing for-profit institutions suggests that the market capitaliza-
tion of universities converted to a for-profit basis might be several hundred
thousand dollars per employee, meaning a gift of part of the universities to
the employees would significantly increase their net worth, a powerful
inducement to favor the change. The conversion would also almost cer-
tainly lead to dramatic increases in efficiency, but because it is so radical, it
is unlikely to be adopted anytime soon. Elsewhere, I have outlined in detail
such a proposal for primary and secondary schools.11

Performance-Based Vouchers (Scholarships). The case for subsidization
declines sharply as students perform abysmally. Why should hard-working,
middle-class taxpayers subsidize the college costs of students from high-
income backgrounds who “goof off” in college and perform poorly aca-
demically? Private donors and universities that give scholarships usually
attempt to remedy this state of affairs by setting conditions that must be met
for a scholarship to be maintained. Typically, for example, a student has to
have a cumulative grade-point average of at least 3.0 (a B average) for the
individual to renew the grant. State governments could impose similar per-
formance standards as a condition for receipt of aid.

One minor problem is that students need the scholarship assistance
before they take courses, but their performance is not known until after the
courses have been completed. This dilemma could be resolved by legally
defining the scholarships as “loans,” with the written understanding that
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the loan would be completely forgiven if the student performed satisfact-
orily. Students failing to do so would be required to repay the loan, ideally
with interest. Indeed, to provide incentive to do well in college, the amount
of loan forgiveness could be positively related to student performance. For
example, students graduating with a GPA of 2.5 or under might have to
repay their loan completely, with 2 percent of the loan forgiven for each
hundredth of a point that the GPA exceeds 2.5. Under that formula, only
students graduating with a GPA of 3.0 or more would receive the full
scholarship.

Many students study too little in college because the subsidy received
from the state is independent of their level of performance. Tying students’
cost of education to academic achievement more directly would place them
under much great financial pressure to perform adequately, if not spectac-
ularly, and presumably would lower somewhat the scandalously high attri-
tion rate that contributes to the high cost of college education.

This idea, of course, is not new, although it gets relatively little attention
these days. A performance-based subsidy scheme for Canadian universities
was recently proposed by Rod Clifton, a professor of the sociology of edu-
cation at the University of Manitoba.!2 Clifton would give universities more
money the further a student progressed toward a degree, aiming to lower
attrition rates on the order of 40 percent. My proposal by contrast transfers
the responsibility and rewards for good performance directly to the student.

A problem with my plan is that tying scholarship support to students
receiving a certain absolute grade-point average, say, a 3.0 GPA, would put
pressure on professors to give even higher grades than they already do.
Ways of counteracting that tendency and perhaps even rolling back some
of the more egregious instances of grade inflation include tying scholarships
to rank in class, giving them, for example, only to students ranked in the
top 80 percent. Or a rule could state that for universities to be eligible to
receive scholarship students, at least 25 percent of grades given in under-
graduate courses must be lower than B.13

An alternative or additional requirement would be to have a standard
exit examination from college, perhaps half on general topics and half on
the subject of the student’s major field. Ideally, the examination would be a
national test fairly similar to the Graduate Record Examination. Perhaps in
addition to meeting grade-point criteria as outlined above, students would
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be required to pass the national exit examination to have their “loans” for-
given upon graduation. Such an exam would give us new ways of evaluat-
ing universities, perhaps reducing the cost-enhancing dimensions of some
private rankings, such as those of U.S. News & World Report. In addition,
a strong general education component could help counteract the contem-
porary tendency of students to be ignorant of basic facts relating to our
heritage. Universities would be under pressure to teach the types of basic
factual information useful to appreciating our cultural heritage and main-
taining our cultural capital.

The concept of performance-based scholarships could be used to
address another, very large problem: prolonged stays. Currently, students
change majors, take light loads, and continue to take courses after meeting
graduation requirements, in part because it is relatively cheap to do so, and
in part because of class closeouts, arcane requirements that make changing
majors costly, and so on. Since subsidies are typically enrollment-driven,
universities have incentives to encourage students to hang around for a fifth
or even sixth year. Scholarships could be limited to four years, period. The
pressure on students to get through would be enhanced. The pressure on
universities to offer courses to meet student needs would also increase. The
taxpayer interest, ignored now in curricular decision-making, would be
represented.

New Approaches to Funding Research: More Competition

The emphasis of this chapter to this point has been on the teaching func-
tion of universities. Universities also play an important role in expanding
our intellectual capital through the creation of knowledge, ideas, and artis-
tic works. A large part of that research is funded separately by research
grants from governmental agencies and private foundations, but institu-
tions also fund such activities themselves from tuition revenues, endow-
ment income, and government subsidies.

Government-funded research typically involves a grant to a principal
investigator to cover direct costs of the research project, along with an
indirect—or overhead—cost component that goes to the university. Many
resources go into trying to measure the overhead cost component and to
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make it as large as possible. It seems to me that some of the bloated admin-
istrative structure of universities is either involved in arcane details of grant
administration or funded from the generous overhead funds provided.

Perhaps the time has come to set a uniform national overhead rate for
research to reduce considerably the accounting costs associated with grants.
That rate ideally would be set to the levels of the more efficient institutions,
defined as those that expend the least resources to provide overhead serv-
ices. Let’s say institution X will do the research with a 60 percent overhead
charge, but if the same researchers were at institution Y, the overhead rate
would be 40 percent. The total cost to taxpayers would be reduced sub-
stantially by having the researchers do their work at institution Y. While
that may not be feasible, a uniform overhead policy imposing a relatively
low rate would force institutions claiming high overhead costs to econo-
mize and reduce costs to taxpayers.

A more fundamental question relates to the wisdom of having the fed-
eral government fund research in the first place. There is no question that
some academic research is highly beneficial to society. I would submit,
however, that in the absence of federal grants to universities, a significant
portion of that research would be done anyhow, and some that would be
discontinued is of dubious value in any case. Moreover, as was pointed out
earlier in this book, a majority of funded research in the United States is
already done outside universities, and the university share of research
resources has already declined significantly.

On the first point, I am influenced by personal experience. For exam-
ple, I remember once when my colleague Lowell Gallaway and I decided
to do some research related to human migration. We decided to do the
research using summer periods when we were free of teaching duties,
plus some time in the academic year when our teaching absorbed, at best,
twenty hours per week. We successfully sought funding from two presti-
gious private foundations—the Ford and Rockefeller foundations—but
because we were genuinely intellectually curious about the topic, and
since the publications from the research would increase our marketabil-
ity and prestige in academia, we would have been wholly prepared to do
much of the work without the grant. The grant merely provided us with
economic rent—that is, income in exchange for which no incremental
service is provided.
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Talking with colleagues from many universities over the years, I have
heard of numerous cases in which this has occurred. Indeed, some
researchers successfully write proposals to fund research that is already well
underway (although that is not revealed in the grant application). They
then use the grant money to move on to their next project, creating the
appearance of successful use of grant funds to the grantor.

To be sure, grants often cover travel, expensive pieces of research equip-
ment, needed graduate assistance, and other things that facilitate more
elaborate research. But sometimes I even question these expenditures on
cost-benefit grounds. For example, very often in social science research,
grants finance massive studies using microdata—data based on observa-
tions of individuals—that yield similar results to findings derived using
published aggregated data—say, observations grouped by state, or by
year—that are far cheaper to perform. The microdata results confirm, at
considerable cost, what less-expensive research investigations financed
without grants reveal. I suspect occasional expensive microstudies are need-
ed to confirm findings of studies using the less-expensive research method-
ologies and to discover nuances of human behavior not observable other-
wise, but that the marginal rate of social return on these studies on average
is not terribly high.

With respect to big-ticket scientific research, I wonder whether gains
from it are largely internalized—that is to say, that the fruits of the research
ultimately are financially rewarded. Certainly, that is the case with pharma-
ceutical research. If universities are doing promising research that could
lead to new forms of pharmaceutical therapies, it is almost certain that in
the absence of universities the research would be conducted by private
companies, assuming, of course, that intellectual property rights can be
captured by patents and other means.

But what about basic research? Do not the gains from it provide posi-
tive externalities, justifying public support through devices such as the
National Science Foundation? Perhaps, but so-called basic research often
opens doors for practical applications, and the empirical evidence is already
clear that private firms are increasingly willing to fund it. Big companies
fund hundreds of projects. Some are obviously practical ideas for which a
short-term payoff is anticipated. Others have low probabilities of payoffs
that will be substantial if they do occur. Research involves many blind
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alleys, false starts, and perplexing findings. The large technology-based
entrepreneur accepts that, and makes a multiplicity of research investments
in the hope that enough of them will have payoffs—a few of them very
considerable—to make the investments collectively worthwhile. Given the
sharp rise in private R & D funding, increasingly for basic research, it
appears that more businesses are proceeding this way. The question then is,
who needs universities to do research?

Having said this, I would add that the instructional and research mis-
sions of the university are not rigidly separate, and at advanced levels of
learning, student involvement in research helps them learn, and helps the
researcher as well. There are sometimes synergies facilitating both the
teaching and research functions, especially in graduate education, where
the advanced student is expected to demonstrate an ability to conduct
research as a prerequisite of receiving either a master’s or doctoral degree.

The issue, however, is not whether research should be conducted at
major universities, but rather the extent to which public funds should be
used to subsidize it. Given the high level of economic rent in much research
funding, a decent case can be made for significant reductions in govern-
ment funding, starting with standardizing overhead reimbursement at a rel-
atively lower rate than the current average.

One particularly disturbing recent trend is for Congress to give research
awards to politically favored institutions without a competitive process.
This new form of pork-barrel funding surely leads often to monies going to
support unneeded research done by individuals of marginal competence. In
the revision of the Higher Education Act, one would hope that an out-
and-out prohibition on such grants will be included, even though such
provisions tend to be ineffective, as they can be easily overridden by later
legislation.

Competitive Funding. A considerable problem with attaining cost effi-
ciency relates to the way we fund grant research in our country. Typically,
the funding body solicits proposals for research in a general area of interest,
and then a body of scholars reviews them almost entirely on the basis of
scholarly merit. Since each proposal typically covers a somewhat different
topic than others, there is effectively a single proposal for each very spe-
cific body of research—the researcher is a monopolist, and there is no
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competition for that particular project. There are exceptions, of course,
such as when funding agencies invite proposals for a very specific research
project from multiple teams of investigators.

An alternative paradigm would be to have a larger proportion of
research projects be funded on the latter basis, thus injecting more compe-
tition into the research projects. A committee would decide upon a project
and review applicants to determine if they were capable of doing it, with
the award going to the lowest bidder among the applicants. Since commit-
tees often stifle creativity, some research probably needs to be funded on the
basis of ideas suggested by the broader scholarly community; but getting
more competition into the process seems possible.

Alternative Delivery Systems for Research. It would be interesting to
compare the rate of discovery of new ideas for each dollar expended on
university research with that of private, for-profit companies, and non-
profit research institutes. While research “output” is notoriously hard to
quantify, some crude measures, such as patent awards, are available. The
federal government, which spends billions annually funding research,
should be measuring the relative efficiency of alternative approaches to
delivering research results.

A Final Word

Universities are luminous places. They light up the world intellectually, and
have contributed importantly to the advancement of modern civilization.
America is a better place because a large proportion of its adult citizens have
spent some time in the university environment—Iearning, maturing, asking
questions, seeking answers. Yet all of this is becoming very costly—so
costly that the old ways will have to change. Adding to the problem in
terms of public support, some believe that universities seem to have lost
sight of their missions, watering down standards, promoting conformity
and political agendas, and huckstering entertainments only remotely con-
nected with the dissemination and production of knowledge.

Market forces have been partly suppressed, but only partly.
Competition will force change, and public policy may speed the process,
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introducing new concepts like the transfer of funding from the universities
to their customers. I think this is a good idea that will work to improve
the efficiency of universities without sacrificing the quality of their prod-
uct. Performance-based scholarships can increase competition, enhance
efficiency, promote renewed emphasis on instruction, reduce problems of
attrition and lackluster student performance, and even deal with grade
inflation, if properly devised.

Am [ predicting that traditional universities will eventually die and wither
away, to be replaced by for-profit institutions, certification programs, and
distance learning? No. There is another trend that works in favor of pre-
serving the high-cost, labor-intensive prestige university, if not more ordi-
nary institutions. With economic growth, incomes rise, and so do aspirations
of adults for their children. Just as many more Americans today drive luxury
cars than did a generation ago, so more Americans want “the very best” for
their kids. Thus, the ratio of applicants to admissions has actually risen at
the elite universities, despite soaring tuition costs. There always will be a
demand for some extremely expensive, highly personalized instruction—
even at inflation- and income-adjusted prices that are two, three, or even
four times current levels. Harvard’s future is not in doubt, nor is the future
of most of the other institutions in the top twenty-five universities or liberal
arts schools on the USN&WR list.

Even these institutions face customers who are not immune to the law
of demand—as prices rise, less is demanded. But these schools can likely
retain much of their current ambience, and perhaps even much of their
inefficiency. The recent trend toward building luxury housing facilities and
fancy recreational facilities at universities reflects the affluence of today’s
students and a desire to live better than previous, less wealthy generations.
While attending college is partly an act of investment in human capital, it
is also an act of consumption.

Schools of more average quality, however, face a more daunting future
than Harvard and Princeton. Their prestige is not so great that applicants
will automatically reject nontraditional alternatives. Their past arrogance
and insensitivity to public concerns over costs make them politically more
vulnerable and may even lead to a partial defunding of higher education by
the public sector, which actually would be good for society, given the ambi-
guity over the universities’ external contributions. As schools become more
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tuition-driven, many of the inefficiencies of current university life—the
massive labor inputs used, high student attrition rates, large numbers of
high-cost, noneducational activities of dubious worth—will be squeezed
out of the system as they struggle to survive.

In 2050, America will still have universities, and they will still play a
vital role in American life. But they mostly will be quite different places than
they are today in the way they operate, and that, by and large, is to the good
of society.
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